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LETTER OF TRANSMITTAL

DEeCEMBER 2, 1986.
Hon. Davip R. Osky,
Chairman, Joint Economic Committee, Congress of the United
States, Washington, DC.

DEAR MR. CHAIRMAN: Transmitted herewith is a new study of the
Subcommittee on Trade, Productivity, and Economic Growth enti-
tled “Poverty, Income Distribution, the Family and Public Policy.”
This study was prepared by Professors Lowell Gallaway and Rich-
ard Vedder of Ohio University under contract from the Joint Eco-
nomic Committee.

The authors analyze various measures of economic well-being to
establish how these may have changed over time. The authors con-
clude that while most Americans have experienced progressively
higher living standards in recent decades, an underclass group has
emerged without the wherewithal to support themselves or im-
prove their economic situation. Unfortunately, government policy
has played a role in creating this tragic state of affairs. This sug-
gests that reform of welfare policy should take a high place in the
agenda of policymakers in the near future.

Sincerely,
DaNIEL E. LUNGREN,
Vice Chairman, Subcommittee on Trade,
Productivity, and Economic Growth.

am




FOREWORD

By Representative Daniel E. Lungren

The current economic expansion, one of the longest since WW 1I,
has clearly improved the American standard of living. Real median
family income has increased for 8 years in a row, and over 11 mil-
lion new jobs have been generated. Moreover, the upward trend in
the poverty rate, which started in the 1970’s, has been broken. In
1983 there was no statistically significant change in the poverty
rate, and it has declined in each of the following 2 years.

Furthermore, the distribution of income has not changed appre-
ciably in recent years. Indeed, the distribution of income has re-
mained remarkably constant for many decades. As the economy
and family income expanded over the years, the benefits have been
broadly shared by the different income groups. The recent Ameri-
can record of economic, employment, and income growth compares
favorably with most advanced industrial nations.

The adoption of growth oriented economic policies in the early
1980’s has generally been successful. The average American is now
better off than in 1980, when the economy was mired in stagfla-
tion. Real median family income rose in 1985 to $2,735, compared
to a level of $27,446 in 1980. Most importantly, the economic gains
of recent years have not been founded on an accelerating inflation
which would necessitate painful corrective measures in future
years. These gains will not be erased by harsh actions to contain
runaway inflation; to the contrary, inflation is currently at very
low levels.

Despite our progress in achieving noninflationary economic
growth, there is little ground for complacency. Some serious prob-
lems remain which must be addressed. Among the most pressing of
these is the emergence of an underclass apparently severed from
normal labor market participation. This underclass, composed of
all ethnic groups, has grown over the last two decades thzough
good times and bad, seemingly oblivious to economic trends. This
group represents an immense waste of human potential: economic,
cultural, and personal. The promise of millions of lives goes unful-
filled, leaving misery, frustration, and anger. This is a national
tragedy.

Government policy has devised a number of well intentioned wel-
fare programs in an effort to help the poor. The evidence presented
in this study suggests that the effect of these programs since the
early 1970’s has been counterproductive, indeed, that they have
greatly exacerbated the very problems they were intended to solve.
We have, in fact, created a new form of poverty—‘‘welfare chained
poverty.” In a tragic paradox the intended beneficiaries have
become unintended yet real victims. Given the great economic and
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human costs of this failure, welfare reform should be placed at the
top of the public agenda for timely consideration.

This provocative report is not based on rhetoric or politics, but
on rigorous economic analysis based on extensive empirical re-
search. While meeting the highest standards of scholarship it is yet
accessible to the general public. While I don’t necessarily agree
with all of its conclusions, this report, along with other studies,
merits the serious consideration of the 100th Congress.
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POVERTY, INCOME DISTRIBUTION, THE FAMILY AND
PUBLIC POLICY

By Lowell Gallaway and Richard Vedder*

I. CHANGING TRENDS IN INCOME AND ITS DISTRIBUTION

A debate has reemerged in recent years that has surfaced fairly
regularly since the beginning of the Republic. To what extent has
economic progress and growth meant higher income and greater
welfare for the people? Have all groups of Americans shared in any
gains that have occurred? Are the poor being treated fairly? Is pov-
erty being eradicated? These issues arise in a number of contexts,
including policy debates over expenditure reductions, tax revision,
and sometimes even economic regulation.

The well-being of any group of persons depends in part on the
availability of goods or services. While “man cannot live by bread
alone,” few would deny that “bread” and other material goods and
services contribute to the betterment of the human condition. Ma-
terial things are purchased with income, and most people seem to
prefer more income to less. In the technical jargon of economics,
the marginal utility of income is believed to be positive.

Existing statistics of income and its components are imperfect as
measures of economic welfare. Much income is excluded, either be-
cause it takes place outside of markets (e.g., homegrown vegetables,
household services), or is hidden in the underground economy (e.g.,
the drug trade, some unreported labor income). Leisure provides
satisfaction, yet is not included in the national income accounts.
Adjusting nominal income figures for changing currency values is
not error free. Certain social costs {e.g,, pollution) subtract from
our economic welfare but are not recorded in our accounting.

Still, for all the data imperfections, social scientists rely on ag-
gregate income statistics to make some statements about the
changing welfare of people. Despite the problems, significant in-
creases In income or consumption are sensed by the public to sug-
gest positive gains in economic welfare, while decreases are sensed
to suggest losses in such welfare.

TRENDS IN INCOME AND CONSUMPTION

Probably the most commonly used indicator of income available
to individuals is personal income. It is a measure of payments re-
ceived by individuals from work, from ownership of capital and
natural resources, or from governmental transfer payments. Gener-
ally, in making interspatial or intertemporal comparisons, personal

*Messrs. Gallaway and Vedder are professors of economics, Ohio University, Athens, OH.
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income is placed on a per capita basis to take account of variations
in population. For example, personal income per capita is the
standard indicator used by the Department of Commerce in analy-
sis of regional economic trends. For some purposes, the statistic
that is sometimes preferred is disposable personal income (personal
income after income taxes), since it is the best indicator of finan-
cial resources available to individuals for their disposition.

In evaluating income trends over time, correction must be made
for variations in prices. Since our interest is in the purchasing
power of individuals and families, an index of consumer prices is
probably the most appropriate means of converting nominal values
into dollars of constant purchasing power. For this purpose, the
Consumer Price Index (CPI) is most often used. At the same time,
however, the CPI was widely criticized for overstating inflationary
pressure during the seventies and early eighties. The impact of
rising interest rates on mortgage payments used in the housing
component of the CPI led to the index rising fastor than the real
cost of consumer goods and services, in the judgment of many.
Therefore, some persons prefer the personal consumer expenditure
(PCE) component of the gross national product price deflator as a
measure of changing consumer prices.

Table 1-1 looks at trends in real personal income per capita from
1950 to 1985, measured four ways: personal income per capita de-
flated by the CPI; personal income per capita deflated by the PCE
price index; disposable income per capita deflated by the CPI; and
disposable income per capita deflated by the PCE index. All num-
bers are expressed in 1982 dollars. The numbers are also expressed
in index form, with 1970=100.

TABLE 1-1.—TRENDS IN REAL PER CAFiTA PERSONAL INCOME IN THE UNITED STATES, 1950-85

Income measure? wdex 1950 1950 1970 1918 1980 1985

$6080  $7445  $10,165 $10996 $11,713  $12451
5,704 6,885 9455 10279 11448 1232
5,531 6,527 8,145 9,568 9947 10,588
5,220 6,036 8134 8,944 9722 10483

Indexed valves: 1970==100

PEISONA] INCOME arrsrsssansssansssssasssssssssssns [0 [— 59.8 13.2 100.0 108.2 1152 1225
Personal income PCE 60.3 128 100.0 108.7 121.1 1304
Dispasable Personal ICOMe..u.e orusemsssessisee crl.... 63.2 146 100.0 1094 1137 1211
Dispasable Personal iNCOME......umumemsrsessese PCE........ 64.2 142 100.0 110.0 118.5 1289

VA numbers are in 1982 dollars, deflated by the tncisated price index.
Source: Authors” caleulations from US Department of Commerce data

The table sugFests that by any measure, real income has risen
very substantially over time. The growth of total per capita person-
al income is greater than the growth of per capita disposable per-
sonal income, since income taxes have absorbed a greater share of
income over time. With al! indicators, real per capita income ap-
proximately doubled from 1950 to 1985, suggesting average annual
growth rates approaching 2 percent a year. One striking thing is
that with all indicators, there are no periods of decline. Real
income (however measured) per capita is always higher than at any
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previous date included in the table. The evidence, then, clearly
points to sustained economic progress.

Some writers, using different data, have observed a decline or at
least a stagnation in income in the past decade or so.! The basic
Department of Commerce per capita personal income data certain-
ly do not support that view. Table 1-2 shows compounded annual
rates of growth in personal income, variously measured, for the
last three 5-year periods. There is no indicatior: of decline or level-
ing off in real income. For the 1980-85 period, for example, the
smallest annual growth rate is calculated to be 1.23 percent.

TABLE 1-2.—ANNUAL GROWTH RATES, REAL PERSONAL INCOME, 5-YEAR PERIODS, 1970-85

Tye of wcome » Pt 015 a9s80 198085

Disposable personal income.... . . v CPl... ... 1.82 0.78 1.26
Disposable personal income...... S o ¥ 192 1.68 1.52
Personal income. 1.58 1.27 1.23
Personal income. 1.69 2.18 149

Sowrce Authors’ cakutations, see tadie 11 for basc data from U'S Department of Commerce.

While income growth after 1970 clearly fell dramatically from
the unusually high levels of the 1960’s, the notion that growth
rales are continuing to fall has at best limited support, and che
notion income growth has stopped has no support whatsoever.
Figure 1-1 shows how for disposable income, growth after 1980 was
substantially greater than during the 1975-80 era, when prices are
measured by the consumer price index (although they are slightly
less when measured by the PCE price deflator). The notion that
economic conditions are becoming more onerous for the American
population finds no support in these figures.

! See, for example, Sheldon Danziger and Peter Gottschalk, “How Have Families With Chale
dren Been Faring?” (Washington, DC. Joint Economic Committee, Congress of the United
States, November 1985) or thewr “Families With Children Have Fared Worst,” Challenge,
March/April 1986.
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It is generally acknowledged that the goal of economic activity is
consumption. Investment spending, while highly desirable, is not
an end in itself, but rather is a means to increase our ability to
purchase consumer goods in future time periods. Steel mills are
useful, but only because processed steel can provide consumers
with enjoyment, be it in the form of automoniles, refrigerators, vid-
ectape recorders, etc. Thus, real per capita consumptien spending
may well be the best single indicator of the economic welfare of a
given population.

Table 1-3 shows trends in real per capita consumer spending,
using the CPI as the basis for obtaining inflation-adjusted esti-
mates. The table indicates real consumer spending rose continuous-
ly over time, with the rate of increase accelerating in the sixties,
returning to 1950’s growth rates in the early seventies, thea slow-
ing even more in the late seventies, a period when there was much
talk about “the age of limits” and the necessity to reduce consumer
spending for one reason or another. The early eighties has wit-
nessed a revival of consumer spending growth at a level remark-
ably similar to that of the fifties and early seventies. While the
recent spending growth record using the PCE price index is some-
what less favorable, it shows continued rising real consumer ex-
penditures per capita, and no evidence of increasing economic
hardship in the citizenry.

12
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TABLE 1-3.—REAL CONSUMPTION EXPENDIJRES IN THE UNITED STATES, 1950-85

Resl consumpton  Ansual growth

Year pee capda, 1982 from prewious
oothars date (pavcent)

L0 7 ——

6,011 1.61

1823 2.69

8479 1.63

8,985 IR Y)

9,762 1.67

Sources US Depastment of Commerce and authors” cakulatins,

TRENDS IN THE DISTRIBUTION OF INCOMZ

It is generally believed that the overall level of economic welfare
in a society depends not only on the average level of income, but
also on the distribution of that income among the population. In
part, this is because the satisfaction derived from an additional
dollar of incorme may be greater for lower income persons than for
the relatively well to do. While economists generally assume
income is subject to such “diminishing marginal utility,” that as-
sumption cannot be empirically verified owing to our inability to
precisely measure satisfaction. It may well also be true that indi-
vidual satisfaction depends not only on absolute income levels, but
on one’s income relative to other persons.

The measurement of income inequality is not without its prob-
lems. Probably the single best measure of income inequality is the
Gini coefficient. A Gini coefficient with the value of zero indicates
perfect income equality—everyone has exactly the same income. A
Gini coefficient equal to one indicates perfect income inequality—
one person has all the economy’s income, and everyone else has no
income whatsoever.

Gini coefficients of 0.50 or even higher have been recorded in
many societies, and there is considerable evidence that in the early
years of the American Republic, income was more unevenly distrib-
uted than today.2 There is no question income inequality was
markedly reduced from 1929 to 1947. Since 1947, the Gini coeffi-
cient has moved up and down within fairly narrow bounds, ranging
between a low of 0.348 in 1967 to 0.383 (1504). Figure 1-2 illustrates
the trends. The 1984 figure is only moderately higher than the

2We are particularly impressed with the historical work of Le2 Soltow on both income and
wealth, Soltow feels that income and wealth were mote unevenly distributed in the early days
of the Republic See, for example, his “Economic Inequality in the Umited States in the Period
From 1790 to 1860." Journal of Economic History, December 1971, “Evidence of Income Inequal-
ity in the United States, 1866-2965," Journal of Economic History, June 1969; Men and Wealth
wn the United States, 1850-1870 (New Haven. Yale University Press, 1975); "Kentucky Wealth at
the End of the Eighteenth Century,” Journal of Economic History, September 1983; “Distribu-
tion of Income and Wealth,” in Glenn Porter, ed., Encyclopedia of Anterican Economic History,
vol. 3 (New York. Charles Scribner’s Sons, 1580); and other articles. Recent work using an ex-
traordinary housing survey taken in the 1790's has reaffirmed Soltow’s view that income and
wealth inequality were far greater around 1800 than today.

The Soltow view, while widely respected, is not universally held. See, for example, Jeffrey G.
Williamson and Peter H Lindert, Amertcan Inequality. A Macroeconomic History (New York.
Harcourt Brace Jovanovich for the Institute for Research on Poverty, 1980). For a balanced dis-
cussion, see Robert Gallman, ' ..ie Pace and Pattern of Economic Growth,” in Lance Davis et
al,, eds., American Economic Growth (New York: Harper & Row, 1972).

Q
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0.379 recorded in 1950. It is essentially true that the measured Gini
was unchanged in the third of a century from 1950 to 1984.

Fisupe 1-2
Changing Tnoowe Tnequality in the 5., 1947-B4

0.383
0.309;
0.373
0.3791
0,35
6.3,
8,355 /
0.5
0,345

Gini Coefficient

U R A AR TSI S L

1958 1955 1968 1965 1978 1975 1988 1985

That statement, however, ignores a clear downward tendency in
the Gini (reduced inequality) from 1947 to 1967, followed by a rise
in the Gini in most years from 1967 to 1984. The graph gives little
support for those who associate changes in income distribution
with the political party controlling the government. For example,
many believe “Democrats help the poor while Republicans favor
the rich.” It is true that measnured inequality fell during the ad-
ministrations of Presidents Kennedy and Johnson, but is also true
the sharpes:. 8-year drop in the Gini coefficient was during the ad-
ministration of President Eisenhower. Similarly, while the Gini has
risen since President Reagan took office, the rise is a continuation
of a trend observed during the administration of his predecessors,
Presidents Ford and Carter. It is very difficult to attribute trends
in inequality to the political ideology of the administration control-
ling the executive or, for that matter, the legislative branch of gov-
ernment.

The reported changes in measured inequality significantly mis-
represent true changes in the relative economic status of various
income groups for two major reasons. First, the data exclude non-
cash payments, such as medicaid, food stamps, surplus food distri-
butions, etc. Those payments are targeted, imperfectly to be sure,
for lower income groups. Their exclusion from the Department of
Commerce definition of income leads to an overstatemant of
income inequality. Moreover, the degree of overstatement has
changed over time, being very little or none in the early years of
figure 1-2, and relatively more substantial after the mid-1960’s. It
is entirely possible that if noncash payments were included, the re-
ported rise in the Gini after 1967 would not be observed. Annual
data on the value of noncash payments are not available except for

14
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the period since 1979, and the precise distribution of these benefits
is not completely clear. One thing is fairly certain: noncash pay-
ments are directed far less toward persons below the poverty line
than is generally believed. In 1983, for example, 49.4 percent of
househoids receiving one of the four major noncash benefits were
above the poverty level.® Those benefits were medicaid, reduced
price school lunches, food stamps, and public housing. Also, 41.7
percent of households below the poverty level received no major non-
cash benefits.* Even the most ardent defenders of current public as-
sistance programs will concede the programs do not target the poor
population with any precision.

A second reason why the reported income inequality datda—are
highly misleading is that they fail to take account of major demo-
graphic shifts ir. tl.e population that have tended to bias the trend
in the Gini coefficient upward from what any reasonable concept of
income inequality would suggest is appropriate. Over a lifetime in-
comes vary with age, even in the most iniiitantly egalitarian soci-
eties. It is not only accepted that 5-year-old children have lower in-
comes than their 35-year-old parents, but that they should have
lower incomes. While perhaps less universally accepted, most per-
sons probably would think it reasonable that 80-year-old persons
should have lower incomes than 50-year-old.ones, if for no other
reason than the 50-year-old persons are typically saving for retire-
ment, whereas 80-year-old persons can afford to forgo saving (and
pzrhaps dissave) because of limited life expectancy.

In a world where everyone had exactly equal lifetime incomes,
there would be some observed income inequaiity at any given point
of time because of what Meno Lovenstein has termed “senescent
inequality”—variations in income solely related to age. Morton
Paglin has created a Paglin-Gini coefficient that measures non-age
related inequality.5 Writing in the late 1970’s, Paglin’s data show
no rise in the Gini after 1967. For example, while the unadjusted
Gini coefficient rose between 1967 and 1975 by 0.010 (from 0.348 to
0.358), the Paglin Gini fell by 0.007 (from 0.245 to 0.238). This was
because the proportion of the population in the inherently low-
income groups (minors and persons over 65) increased markedly.
As that proportion begins to decrease, the Paglin Gini should begin
to rise even more than the unadjusted Gini coefficient. In other
words, age-adjusted income inequality may have risen more than
the official data suggest. Remember, however, that these data fail
to take intc account noncash incomes. Because of that, the magni-
tude of distributional chanzes in the past decade is not precisely
certain. The trends in income inequality are further altered by
looking at unrelated individuals. The discussion above is based on

3See U.S. Bureau of the Census, Current Population Reports, series P-60, No. 148, and series
P-10, No. 4, for more on noncash benefit programs. e

4 The pioneering work on the impact of noncash transfers on the income distribution was done
by Edgar K. Browning. See his “How Much More Equalitv Can We Afford?” The Public Interest,
spring 1976, or his “Trend Toward Equality in the Distribution of Net Income,” Southern Eco-
nomic Journal, July 1976. The imract of noncash payments in the distribution of the tax burden
is taken up in Browning and William R. Johnson, Distribution of the Tax Burden (Washington,
DC: American Enterprise Institute for Public Policy Research, 1979). . .

8 Morton Paglin, “The Measurement and Trend of lneiuahty: A Basic Revision,” A-nerican
Economic Review, September 1975, The Paglin paper provoked a large number of comments, and
Paghin’s reply, in the June 1977 issue of the American Economic Review.
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family income, but the size and relative importance of families has
changed over time. The trends in income inequality for “unrelated
individuals” differ somewhat, raising the possibility that income
distribution depends in part on the nature of living arrangements.

Table 1-4 explores changes in income inequality for six different
groups over time. During the fifties, measures i-2quality decreased
moderately for white families, but increased moderately for non-
white families (for whom income inequality was already greater).
Inequality grew sharply, however, for all groups of unrelated indi-
viduals. In the sixties, inequality declined for all groups, but most
for unrelated individuals and nonwhites, the groups that had in-
creased inequality the previous decade.

TABLE 1-4.—CHANGES IN INCOME INEQUALITY, 6 GROUPS OF THE POPULATION, 1950-83

Geni coefficent and changes in Giniw
1949- 1959-61 1969=11 1979-81 1984
Grocp 51

G Gni  Change  Goi  Change  Gi  Change G Change

L T 313366 =000 383 —013 367 +.014 383 4.006
White famies. w362 385 007 345 —010 356 .00 371 4.005
Nonwhite families.. 408 A1 +.007 389 —.026 415 4026 439 4.0
Al unrelated individuals .... A86 513 007 471 036 438 —039 445 4.00
White unrelated individuals A3 508 .04 415 —033 430 —0M 439 -.008
Nonwhite unrelated individ A62 507 +.045 469 038 465 —.004 474 4+.009

Sources: US. Depart *=t of Commerce and authors’ calculatins.

During the seventies, measured inequality for families rose no-
ticeably using the official figures (which, again excludes demo-
graphic shifts and noncash income), but inaquality fell again for
unrelated individuals, sharply for whites, very modestly for non-
whites. Since 1979-81 (3-year averages were used to minimize dis-
tortive effects of using a single year observation), inew.ality has
risen for all groups, but niore so for blacks and other nonwhites.

TRENDs IN PoVERTY IN AMERICA

While concern about the overall distribution of income is real,
most observers would agree the most critical income inequality
issue relates to the lower end of the income distribution; namely,
the poor. The eradication of poverty would seem a laudable goal,
and indeed in the 1960’s, the Federal Government launched a
“war” on poverty.

Poverty has been defined in many different ways. In some sense,
poverty is a relative concept. People who would be considered
“poor” in the United States might be considered well-to-do, even
rich in Nepal or Haiti. Similarly, persons considered wealthy in Co-
lonial America might be considered poor today. Accordingly, a case
can be made for defining poverty in a relative sense. Victor Fuchs,
for example, has suggested defining a poor family as one with an
income less than one-half the median.®

9;’z\’icwr Fuchs, “Redefining Poverty and Redistributing Income.” The Public Interest, summer
1967.
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An alternative approach to the definition of poverty proceeds
from the assumption that a poor person is one who fails to have
resources to buy a_ particular bundle of goods and services per-
ceived necessary to have a minimally acceptable standard of living.
It is an absolute definition of poverty, related to a particular
income level. This is the approach adopted by the Federal Govern-
ment in the 1960’s when it defined poverty. Originally it was estab-
lished that the ﬁoverty line for a family of four was approximately
$3,000. Although there has been some refinement in the poverty
definition, essentially the original approach is still used, with the
poverty line redefined annually to take into account inflation, as
measured by the consumer price index.

Figure 1-3 shows the trend in poverty (as defined by the Federal
Government) since 1953. The rate fell steadily throughout the fif-
ties and sixties, but has actually risen since the early seventies.
Most of the modern decline in the poverty rate had already oc-
curred by the mid-sixties, when the “War on Poverty” was declared
as a matter of national policy.

Figwse {-
The 1.5, Teverts fute, 1953-84
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The absolute definition of poverty would seem to suggest that
poverty should be gradually eliminated as economic growth occurs,
since growth raises incomes of the population and, barring some
dramatic shift in income distribution, this shculd push some poor
persons above the poverty threshold. As indicated above, all of the
standard income per capita measures show continued increases
over time.

Figure 1-4 shows the relationship between the poverty rate and
one measure of income growth, real disposable income per capita.
It is observed that before about 1970, there was a clear tendenc
for the poverty rate to fall as the income level rose. Since 1970,
however, the two curves have moved more parallel to one another,
with continued increases in income levels not having a consistently
negative impact on the poverty rate. Indeed, there are years when
a rather perverse relationship occurred—poverty rose while real
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disposable income per capita also rose. The breakdown in the tradi-
tionally strong negative association between the rate of poverty
and the rate of economic growth is a subject which we will explore
in coming pages.

Figure 1-4 .
The Poverty Rate and Real Disposable Inoowe, 1953-1984

23

in

1504
Real Per Capita Disposable -

lngq,l.[e gt Serrenee
Pl

168

36

1955 1% 195 197 1975 1990 1984
Both Variables Indexed Hith 1976-160

Trends in the aggregate incidence of poverty ignore important di-
vergences in changes in the poverty condition of various groups
within society. Tables 1-5 and 1-6 report a wide variety of poverty
rates for 1984 classified according to age, race, family status, resi-
dence, etc. The variations are striking.

TABLE 1-5.—POVERTY RATES FOR VARIOUS COHORTS, UNITED STATES, 1984

Population characteristc m n ‘:&m Povery rate *
Age:
5 0f under 5114 15.2 240
6o 15 - 7018 208 207
16t 21 3,954 1.7 16.5
2t 4 9,886 2.2 94
51064 “ 4368 131 99
85 aNG OVEL . .euuerre werrens « s 3,330 99 124
Race and Spanish origin:
WUIE 1 oeerreeuensesenvsvmensss seves seesseeese snessrsmes s sessssssenmsensesssessentssee s ses ssses  seveene 22,955 68.1 115
BIACK..cversenrssrsssses serssses « ensne sue 9405 282 338
Spanish origin (any 13ce) ...« 4,806 143 284
Sex:
Male 14,537 43.1 128
female 19,163 56.9 159
Region of residence:
Northeast 6,531 194 132
MIAWESE c.evsev s cnensssees ssssenassssss snsssssmsssesessssssemssmsss snsrasass 8,303 246 141
SOUH servreesss srersererssss sessesssnsseses ssesses 12192 38.0 162
6,074 18.0 131
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TABLE 1-5.—POVERTY RATES FOR VARIOUS COHORTS, UNITED STATES, 1984—Continued

Population charictecist m H l:&m Poverty fate 2
Employment experience:3
: Worked 50 o 52 weeks 3022 4136 38 ‘
Worked 1 10 49 WEekS...uurrrr ersers st ene ennn s 6,082 1213 146 |
DI 10t WOKereuers serssars sevssreessaes srsssesamssssasssasses sssseess 13115 4590 21
Educationa! expyience
8 0F 1653 YBAIS...evervmssssosnessins ensssens sisesss ssnes sis 52 stv s 5 s e 50 sonrmmenne 1,759 4269 L5
f 1to 3 years high school . 1,469 1231 196
. 4 years high schoot 2,056 4323 95
1 or moce years college. 1,025 4169 48
' Ia lhousands. e ‘o
cet l
; Popdalm lg yeurs of ” e o
4 As percent of rdevanl powmm

3 0f householders 25 years of age or more,
Source: U'S. Bureau of the Census, “Current Population Reports.” series P-60, No 149,

TABLE 1-6.—POVERTY RATES AND LIVING ARRANGEMENTS IN THE UNITED STATES, 1984

Living amangement and popeation group m'{' lm Poverty rate 2
Famil status:

Al fiving in families 26,458 185 131
Related children under 18, . 12,929 384 20
Householde ....... " 1.2 216 116
Other family members . I . 6,259 18.6 80

Unrelated individuals e 6,609 19.6 2.8

Living in unrelated subfamilies 634 19 50.3

Living in familres: Size:

L 32283 4314 50

3 persons. AL tRrE 5 SRR RRRR RS SRRRRRRRE SenRee SRRSO 36 4236 116

4 persons . 31,516 120.8 114

5 persons 3890 4123 151

6 persons. 3458 463 20

7 0f MOfe Persons...... 341 457 338

Famifies Number of workers:

NO WOIKEIS vurrree 32,34 4404 318
White 31,823 4311 3.7
Black 3 1,005 1482 130
Hispanic origin: Any 1ace 3448 4450 41

| WORKEE corsserss aemsssssemssss semsesssssssssssssssssssessae sasess = s snssssssns sessessmssase 3282 4389 159
White 3191 4389 122
Black....... 382 4394 3%.5
Hispanic origin: Any race 3367 4311 26

2 or more workers 31,502 4207 43
white....... 3179 4240 38
Black 3259 4124 87
Hispanic origin. Any race s sereesseseans sene 3178 4180 88

Famufies: Status of head:

Marsied couples 33,488 14719 69

Female head, no husband present 33498 4481 345
LT IC— 31818 4381 .1
Black 31,833 4132 517
Hispanic origin: Any race. 3483 1487 534

Male head, no wife present 39 440 131

;gﬂmls%eafmzsmzs unloﬂhe q
3 Famalies: Number of per g of number,

4 Based on IMUN(S nonnd’mu!s
Sources: US. Bureay of the Census, “Current Poplation Reports.” senes P-60, No 149, and authors™ cakulations.
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It is clear that the incidence of poverty varies inversely with age.
To a considerable extent, poverty is a young person’s phenomenon,
with almost half the poor being 21 or younger. Note the steady de-
cline in poverty vrith increasing age until age 65 and over, when
the poverty rate increases, but not dramatically. The age structure
of poverty was not always this way, as will be discussed later.

Poverty is disproportionately greater among blacks and Hispan-
ics, although more than two-thirds of the total poor are whites.
Poverty is somewhat more prevalent among females, so there is
some truth to the talk about the “feminization of poverty,” al-
though the female poverty rate is less than 25 percent greater than
the male rate.

Regional variations in the poverty rate are likewise relatively
small. Looking at four broad regions, there is less than a 25 per-
cent variation from the area with lowest poverty, the West, and the
area with the highest, the South. Again, this has not always been
so0, with the poverty rate in the South being much larger relative to
other areas of the country.

The evidence regarding the poverty/work experience relationship
presented in both tables suggests a powerful inverse correlation be-
tween work and poverty. Those that did not work in 1984 had
nearly six times the incidence of poverty as those who worked year
round. Some 40 percent of poor families had no one working.
Among individuals over 15 living in poverty, some 59 percent did
not work at all in 1984. Black and Hispanic poor were more likely
not to work than whites. While the concept of the “working poor”
has some validity, only a small minority of the poor worked on a
continual basis. At the same time, however, in family settings it is
fairly common to find two workers, especially among whites.

Poverty is also very clearly inversely related to education, since
presumably more educated persons receive higher remuneration
for work, and are less likely to become unemployed. It is interest-
ing to note, however, that the poor are not as uneducated as a
group as the common stereotype suggests. Nearly half of the poor
adults are high school graduates, and more than one in six of them
had some college education. Indeed, the average educational attain-
ment of the por as a group is not dramatically below that of the
adult population as a whole. It is true, however, that poverty rates
decline with educational attainment.

Living arrangements seem to have a major impact on poverty.
Most poor persons (78 percent) live in families rather than alone or
with other unrelated individuals. Poverty among those living out-
side family units, however, tends to have a much higher incidence
than among those living within families, suggesting there is still a
great deal of traditional intrafamily transfer of income in support
of family members with limited means. Within families, poverty
among traditional units with a married couple present is only
about one-half the overall average poverty rate. By contrast, the
poverty rate is precisely five times higher among families headed
by females where no husband is present. Among both blacks and
Hispanics, a majority of such families are in the poverty condition.
A very large majority of poor blacks living in families live in a sit-
uation where a female runs the household without a male spouse.

e 20
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Poverty varies, perhaps not surprisingly, with family size. The
larger the family, the greater the rate of poverty, because the
income requirements to be not poor are greater the larger the
family size. The incidence of poverty in families of seven or more is
roughly three times as great as in three person families.

Tables 1-5 and 1-6 leave the overwhelming impression that two
of the major ‘“causes” of high levels of poverty are a lack of em-
ployment and a breakdown of the traditional family unit. Less
than half of the families in poverty are of this “traditional” varie-
ty, and less than 14 percent of poor individuals over the age of 15
work on a regular basis. The stereotype of the modern day poor as
persons who do not work and have nontraditional living arrange-
ments would seem to have considerable validity.

To put things a bit in historical perspective, the characteristics of
poor Americans have changed considerably over time. The inci-
dence of poverty among various demographic groups has altered
dramatically in just the last 15 years as figure 1-5 indicates. Set-
ting the 1969 poverty rate for each of five groups equal to 100, we
see the poverty rate for urelated children under 18 living in fami-
lies has risen sharply, while the poverty rate for those over 65 and
for unrelated individuals (a group that also includes many elderly)
has fallen dramatically. The overall poverty rate, dominated by
whites, has risen moderately, as has the incidence of poverty
among blacks.

An important question emerges from figure 1-5. Why have we
been relatively successful in reducing poverty among older Ameri-
cans, while we have been spectacularly unsuccessful in reducing it
among the young? This is a question we will address in greater
detail in coming pages.
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Fioyre 1-5 -
Changes in Five Doverty Rates, U.5., 1969-84
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Recapitulating, real income levels for Americans, however meas-
ured, have risen continuously, with no evidence of recent slow-
down. Through much of the postwar period, there was a move
toward greater income equality, although the distribution of
income may have become more unequal in the past decade. The
precise magnitude of changes is uncertain because of various meas-
urement problems. Poverty in America, officially defined, fell dra-
matically in the fifties and sixties but has actually risen since. Eco-
nomic growth no longer seems to be as effective in reducing pover-
ty. Poverty varies widely in its incidence, and is particularly preva-
lent in situations where persons are not working and where non-
traditional living arrangements exist.

22




II. HAS THE ECONOMIC STATUS OF THE FAMILY
DETERIORATED?

There has been a good deal written recently about the deteriora-
tion in the economic status of the family, particularly families with
children. The most impressive evidence in this regards was accu-
mulated by Sheldon Danziger and Peter Gottschalk in studies per-
formed for the Joint Economic Committee. Condensed versions of
the studies have been more widely disseminated.! Essentially Dan-
ziger and Gottschalk argue that families with children have wit-
nessed very little change in real income since 1967, and an actual
deterioration since 1973. The fruits of economic progress are not
reaching the traditional American family.

While Danziger and Gottschalk cite impeccable statistics drawn
from the Current Population Survey, in our judgment they misin-
terpret them and present a somewhat distorted picture of the eco-
nomic status of the American family. In our reading of the data, in
no meaningful sense has the economic status of persons living in
American families deteriorated since 1967. At the same time, Low-
ever, the Danziger and Gottschalk studies point out important
changes in the American family and living arrangements, changes
that may well have not been to the good.

According to Danziger and Gottschalk, the real family income of
all families with children rose only 4.1 percent from 1967 to 1984,
from $28,369 to $29,527 (in 1984 dollars). Moreover, all of the in-
crease occurred before 1973; from 1973 to 1984, real family income
of families with children declined 8.3 percent, from $32,206 to
$29,527. For the 1973 to 1984 period, moreover, a decline is ob-
served for nearly every demographic grouping examined.?

Table 2-1 shows the growth in real median and mean family and
household income over time, using both the CPI and the PCE price
index. The same years are examined as for personal income in the
previous section, although 1985 data were not available for family
and household income. The data show significant growth in house-
hold and family income, however measured, from 1950 to 1970,
Using the CPI to deflate, the data show very little growth, but no
decline, in median family income after 1970, but an actual decline
in median household income. Using the PCE deflator, however,
both real family and real household median incomes rise after
1970. Moreover, both real family and real household median
income are higher in 1984 than in 198C.

1 See Sheldon Danziger and Peter Gottschalk, Famihies With Children Have Fared Worst,”
Challeng:, March/April 1985,
2 Ibid., p. 41.
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TABLE 2-1.—REAL MEDIAN AND MEAN FAMILY AND HOUSEHOLD INCOME, UNITED STATES,
1950-84

Income meastre? Pl 10 a0 g0 195 10 19

$14321  SI9711 26394  $26,476  $26500  $26433
13715 18487 24917 25080 26219 26433
NA NA 23363 23584 2234 22415

NA NA 22056 21,872 22138 22415

16444 21,849 29965 30012 3023 31,052
15764 20484 28030 28420 29,968 31,052
NA NA 26752 268592 26581 27464
NA NA 25256 26090 2633 27464

Per capta in 1984 dottars
Sources. US. Department of Commerce, Bureay of the Census, “Curreal Populabon Reports.” senes P-60, No. 151, and authors cakutations.

Therefore, it would appear to us the Danziger-Gottschalk (hence-
forth D-G) internretation is somewhat exaggerated. In three of four
measures median real incomes are higher in 1984 than in 1970,
and higher in 1984 than in 1980. It is hard to conclude from that
that there has been a real decline in the economic status of a typi-
cal American family or household.

Why the discrepancy between the D-G interpretation and ours?
There are two factors: choice of dates used in the comparisons, and
the choice of price indices. We chonse 5- or 10-year intervals, while
D-G apparently picked years based on the business cycle. D-G use
1973 as their base year; 1973 was a boom year, with under & 5 per-
cent unemployment rate. All the observed decline in real median
family income from 1973 to 1984 occurred in the 2 years 1973 to
1975, reflecting the 1974-5 recession. Also, the use of the PCE price
index leads to greater growth rates over the past few years.

Even abstracting from issues of dating and price indices, the in-
crease in real median family/household income has been dramati-
cally slower in recent fy.l'ears than earlier in history, and dramatical-
ly less than the growth in per capita real personal income, real per
capitg disposable personal income, or real per capita consumption.

Part of the answer, but only part of the answer, relates to the
difference between average or mean income levels and “median”
income levels. The median is a measure of central tendency that
represents a point at which half the observations are less, and half
more than the median figure. Extremely high or low observations
(income levels in this case) do not have a large impact on the calcu-
lation of the statistic. By contrast, the arithmetic mean, or average,
is calculated in a fashion where extreme observations have a large
weight in the statistic’s determination. In the present context, an
increase in the presence of very high or very low income Ameri-
cans could alter the statistic relative to the median.

To a modest extent, this has happened. For example, median real
family income calculated using the CPI fell 0.25 percent from: 1980
to 1984, but mean real family income calculated with the CPI rose
2171 percent. This reflects a modest increase in the skewness of the
income distribution as the proportion of income received by higher

24.
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income Americans increased somewhat (which elsewhere we have
argued reflects the increased incentives to earn and report income
as a consequence of the 1981 tax reduction). As it became more
profitable for the rich to earn money as marginal tax rates were
reduced, the rich increased their earnings more than other income
groups for whom the tax cut had less of a positive incentive effect.3
This issue is explored in greater detail in subsequent pages.

In part the growing gap between mean and median incomes may
be an artifact, a reflection of the fact that an increasing proportion
of the income of the poor has been in the form of noncash pay-
ments not reflected in the statistics. For example, looking at fami-
lies from 1966 to 1984, the percent of total money income received
by the lowest 20 percent fell from 5.6 to 4.7 percent, but the growth
of noncash payments to the poor may mean the real income decline
tothat group was less. Nonetheless, we would agree with Danziger and
Gottschalk that a falling share of income among poorer Americans
is a phenomenon deserving examination.

Another important reason why the reported lack of growth in
family or household income is somewhat misleading is that over
time the average size of families and households has fallen. With
respect to families, the average size has gone from 8.54 in 1950 w0
3.23 in 1984, a decline of nearly 9 percent. For households, the de-
cline is even more dramatic, from 3.37 in 1950 to 2.69 in 1984, a 20

ercent redustion. Since household or family income has to provide
or fewer Eersons than previously, any evaluation of the economic
status of the family needs to take that into account.

One way to account for the declining size of families and house-
holds is to look at income per family »r household member over
time. Table 2-2 does that for both families and households using
the PCE deflator to correct for inflation. It shows continual growth
in income values, however measured, in the seventies and early
eighties, although the growth rates are slower than for the fifties
or sixties. Using the measure of central tendency used in calculat-
ing growth rates, the mean, we observe real household income
growth per household member of nearly 5.9 percent from 1980 to
1984, an annual growth rate of 1.44 percent a year, not far below
the growth rate of real per capita income observed. Moreover, this
is a far cry from the actually slightly negative growth rate after
(11980 calculated using median family income deflated by the CPI

eflator.

TABLE 2-2.—REAL INCOME PER FAMILY AND HOUSEHOLD MEMBER, UNITED STATES, 1950-84

Famdes Households
Year Median come  Mean Income pat  Median income  Mean bcome pae
per capla b tpla ! per eaputa ! aplat
1950, ecacarsermres sevetss + srms sevane + o1 o0 cnsrmsnveesse snssenes sene $3.874 $4,645 NA NA
| 1 — 5037 5953 NA NA
1970 st wusienns 5 oesanoresssans asssesnens an 6,960 §310 $7,024 $8,043
1975 R 1333 8,715 1,331 8.568

3See Richard Vedder and Lowell Gallaway, “Soaking the Rich Through Tax Cuts,” Wall
Street Journal, Mar. 21, 1985, p. 30,
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TABLE 2-2.—REAL INCOME PER FAMILY AND HOUSEHOLD MEMBER, UNITED STATES, 1950-84—

Continued
Famdes Households
Yea Medangome  Mean Icome D Medan weome  Mean Iocome per
P capla ! ! per capta ? capta?
1980 .trrtrssssrrsasersrasssseastrsasssssersstbnss seststemssstsssmsssttes asssies 7,988 9,189 8.109 9,644
1984t reureens asssertensasanssss mansass snssasssses sete ssesn o8+ suene . 8,184 9,614 8,333 10,210

tln 1984 dodars usanp the PCE prce deflator,
Sourca: Authors” cakulations from Department of Commerce dats

As Danziger and Gottschalk’s analysis points out, the examina-
tion of aggregate income analysis often disguises important dispari-
ties in trends among subgroups of the population. In particular,
there is some strong evidence in the poverty statistics that children
have had their economic status deteriorate relative to adults. It is
interesting in this regard to compare 1966 and 1984. In 1966, the
War on Poverty was in its infancy and the family poverty rate, 13.2
percent, was almost identical to that in 1984 (18.1 percent). Since
1966, however, there has been a very significant decline in the pov-
erty rate for adults living in families, while the poverty rate for re-
lated children under 18 living in families has increased by over 21
percent, going from 17.3 to 21.0 percent.* In 1966, the poverty rate
among children under 18 was 44 percent larger than among adult
heads of households; in 1984, the child poverty rate was some 81
percent larger.

Poverty among children is derivative from the economic condi-
tion of adults, usually parents or guardians. Any attempt to ex-
plain rising poverty among children in families should look at
characteristics of the head of the poor household. Comparative his-
toric data show dramatic changes in the work experiences of house-
hold heads. In 1959, before the War on Poverty, only 30.5 percent
of household heads did not work at all during the year. By 1970,
after the War on Poverty was well underway, some 44.0 percent of
household heads of poor families did not work at all, a dramatic
increase. In 1984, 50.8 percent of heads of poor families did not
work. In 1959, there were 2.3 times as many poor household heads
who worked as did not; by 1984, the nonworkers outnumbered the
workers.3

Closely associated with the sharp decline in work experiences
among the poor was the growing importance of female headed
households in the poverty population. In 1959, only 23 percent of
poor families were headed by females; by 1970, that proportion had
grown to 37.1 percent. In 1984, some 51.3 percent of poor families
were headed by women. It is here that the term “feminization of
poverty” indeed has some meaning. Moreover, in over 93 percent of
the female headed households, there was no husbhand present. The
rise in child poverty is intimately associated with a sharp increase
in households where no father is present and where there is rele-

4 For greater detail, compare U.S. Department of Commerce, Current Population Reports,
series P=60, No. 55 and No. 151.

*The statistics are based on Department of Commerce data as reported in various 1ssues of
Current Population Reporls, series r-60,
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tively little if any work related activity. We will explore the rea-
sons for these developments later in this study.

Summarizing, the economic status of the family has not deterio-
rated since 1973, as indicated by Danziger and Gottschalk. Rather,
statistics correcting for changing family or household size and
using perhaps more appropriate indices of inflation suggest signifi-
cant real growth has occurred.® The aggregate statistics mask con-
tinued poverty among many families, and the failure of family pov-
erty to materially change from 1966 to 1984 in the wake of econom-
ic growth is a matter of just concern. Child poverty within families
actually rose over this 18-year period. The rise in child poverty was
closely associated with a decline in work activity in poor house-
holds and a sharp increase in the proportion of households without
a husband present.

. ®*An important additional reason famil;/household income has risen less than personal
income per capita is that the Current Population Survey data used in calculating family income
exs udf fastgrowing noncash forms of income such as food stampe and Medicaid. See Paul Rysca-
vage, “Tteconciling Divergent Trends in Real Income.” Monthly Labo- Review, July 1986. All
Cen_sus income data may be subject to growing underrcporting errors. See !ee Lillard, James P
Smith and Finis Welch, “What Do We Really Know About Wages? The Importance of Nonre-
porting and Census Imputation,” Journal of Political Economy, June 1986.
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III. REGIONAL INCOME TRENDS

The discussion to this point has suggestrd that economic growth
has continued in the United States in recent years and that most
Americans have shared, at least to some extent, in that growth. We
have largely rejected the pessimistic view that economic growth
has not affected large segments of the American public, acknowl-
edging, however, that economic growth has not seemed to amelio-
rate poverty in recent years in the same manner it once did.

Tve possibility sxists, however, that the fruits of economic
progress have been unevenly distributed spatially, so that citizens
in some sections of the country have prospered while others have
not. A study for this Committee, using recent regional personal
income data, suggested that this was the case.! There is no ques-
tion that any examination of the growth in personal income per
capita by State since 1980 will show very significant variations in
performance, Yet, interpreting the recent data without a historical
perspective can lead to misleading conclusions.

Our examination of personal income data by State suggests:

(1) Economic growth since 1980 has been far greater in the
Atlantic coastal States than in other parts of the country; this
is broadly consistent with the aforementioned study of this
Committee.

(2) Only one State has had meaningfully negative (more than
2 percent) real per capita income decline since 1980; that State,
Wyoming, is the Nation’s second smallest State, containing less
than one-fourth of 1 percent of the U.S. population.

(3 While a number of other States have not had meaningful-
ly positive (over 2 percent) real per capita incom~ growth over
the past 5 years, collectively they contain less tnan 9.4 percent
of the U.S. population. Put differently, 90.6 percent of the pop-
ulation lives in States where real per capita income in 1985
was significantly higher than in 1980.

(4) States that had high growth rates in the seventies have
tended to have relatively low growth rates in the eighties, and
vice versa. The 1230’s experience may be viewed as a correc-
tion for inequalities developed in the 1970’s. The longer term
(1970-85) variation in growth rates is far smaller than the vari-
ation observed for either the 1970-80 or 1980-85 period.

(5) A major factor in changing relative economic perform-
ance has been changes in the “terms of trade” between areas.
In particvlar, changes in relative prices of energy (especially
petroleum) play an important role in explaining both the
1970’s and 1980’s growth experiences. This is not to deny, how-

1 “The Bi-Coastal Ecomméy.” staff study (Washington, DC: Joint Economic Committee of Con-
gress, photocopied, July 1986),

(20)
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ever, that other factors, such as State and local tax policies,
also play an important role in explaining growth differentials.

CHANGING REGIONAL INCcoME PATr=RNS Since 1980

There are many different ways to classify States into regions for
the purpose of making interregional comparisons. There has been
much talk lately about the “coastal regions,” so we have designat-
ed three such regions in our analysis: the Atlantic coastal region,
Gulf coastal region, and Pacific coastal regions. States included in
each region all border on the relevant body of water, with Florida,
which borders both the Atlantic Ocean and the Gulf of Mexico,
being placed with the Atlantic States. Some 23 States are in these
regions. The other 27 States plus the District of Columbia are all in
the Nation’s “interior,” some far more so than others. All 12 States
of the Midwest are interior States, and we accordingly include
them in a separate region. The other 15 States plus the District of
Columbia are scattered all over the country, some being in the
West, some in the South, and some in the East.

Table 3-1 shows the unweighted mean growth 1 real income per
capita of the States constituting each of the five designated regions.
As can be seen, growth was far more substantial in the Atlantic
coast States than in any of the other regions. However, all regions
have positive growth rates. It should be noted that every one of the
14 States in the Atlantic region had a growth rate in excess of the
naticnal average. Every Gulf and Pacific State, by contrast, had
growth less than the national average. In the other regions, the
growth experience was mixed.

TABLE 3-1.—UNWEIGHTED AVERAGE REAL PER CAPITA INCOME GROWTH, 1980-85

Nomter ol ol be e
Ul

Regon States Income Grouth

(percent)

F Lo 0 . 14 15.61
Gulf Coastal 4 415
Pacific Coastal 5 n
Midwest 12 830
Other Interios * 16 492

tncludes Distrct of Columbea,

The experience of the 1970’s was dramatically different, as Table
3-2 shows. The Atlantic coastal States lagged well below the na-
tional average. Growth in the Gulf and Pacific States averaged
above the national average, as it did in the “other interior States.”
In each of these cases, regions which grew faster than the average
State growth rate in the 1970°s grew slower in the eighties, and
vice versa. The Midwest was almost precisely at the national aver-
age in bo*% periods, being the region that most closely mirrors that
national average performance.
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TABLE 3-2—RELATIVE ECONOMIC PERFORMANCE OF U.S. REGIONS, 1970-80 AND 1980-85
Relatve Growth Index
Regon
1970°s 1980-85
LT e 194 190.8
Gulf Coastal 1391 507
Paaific Coastal 101.3 339
Midwest...... 100.2 1015
Other 1 terior 102.7 60.1

Unwesghted mean of real per capita personat mcome growth for the regon's States, divaded by the national average umwerghted real P Capita
petsaulgnncome growth fox rﬁ'so States plus the Ostrg! of Columixa, multphied by 100 An bmyd:x of 100 mdicates performance at thena(t‘&al
average,

Source: Authors” cakzations from U'S Department of Commerce dats

The use of regional classifications can disguise patterns arising
intraregionally. We did calculate the correlation coefficient be-
tween the 1970’s income growth rate for the 50 States plus the Dis-
trict of Columbia and the 1980’s income growth for the same areas.
The correlation was a minus 0.44, suggesting that States that grew
relatively fast in the seventies typically grew relatively slowly in
the eighties. The negative relationship was statistically significant
at the 1 percent level.

Some caution should be used in interpreting these findings. For
example, Table 3-2 indicates growth in the Midwest equaled, and
indeed modestly exceeded, the national average during both the
seventies and early eighties. Ir. large part, however, that reflects
the high economic growth of a few relatively small farm States in
the west north-central area. The more populous industrial States
(e.g., Illinois, Indiana, Ohio, and Michigan) all grew less than the
national average in both decades, although the growth was consist-
ently positive in all these States in both time periods.

An alternative way to group States is by economic similarity

rather than geographic location. One factor that has received great
attention in exp%;ining economic phenomena in the past decade or
so has been energy—its availability, price, etc. Accordingly, we de-
fined seven clearly emergy-exporting States—major producers of pe-
troleum or other fuels. States selected m.cluded: Alaska, Louisiana,
New Mexico, Oklahoma, Texas, West Virginia, and Wyoming. All
except West Virginia are major petroleum producers. Similarly, we
defined eight States that are clear energy-importers, producers of
only minor quantities of petroleum or other fuels. The States se-
lected are eight Northeastern States including the six New Eng-
land States plus New York and New Jersey.

Table 3-3 observes that the energy-producing States had relative-
ly high growth rates in the seventies and low growth in the eight-
ies, while the opposite is true of the energy-importing States. The
trends seem to be reasonably consistent with changes in the rela-
tive price of fuels, particularly petroleum. In the seventies, the
price of oil roughly doubled relative to prices generally; in the
eighties, they grew until 1981 and then began to decline. Net con-
sumers of petroleum in the Northeast suffered in the seventies
when the prices of their exports fell relative to the prices of their
imports (e.g., oil), but benefited during the eighties when import
prices fell relative to export prices.
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TABLE 3-3.—RELATIVE ECONOMIC PERFORMANCE, ENERGY IMPORTING AND EXPORTING STATES,
UNITED STATES, 1970-80 AND 1980-85

energy Net energy

y Net
Economc statest mpiting States  exporting States

Relatve income growth, 1970-80 ¢ ... et s 5 epssasAann 8 S5t
Relative income growth, 1980-85 ! ...

Relatn2 price of crude petroleum.2 1970, 96 2; 1980, 225.1, and 1985, 211.0.

69.3 1490
2230 127

¥ Uowerghied mean of the growth rates of the imolved States dvided by umwerghled mean of the growth rates of all 50 States and the Drstect
Cokmbxa, muftphed by 100, 100 equal national average growth in real et caputd icome
Thodocer ook for crde petrokum (1967=100) dmded by the producer price wodex for 1 fished goods, multphed by 100

Soueces Income growth Bureau uf the Census, prces. US Department of Labor, Brreau of Labor Statistics

of

Looked at in longer term perspective, things tend to even out.
The fastest growing State in the Union in the seventies, Wyoming,
was the slowest growing in the eighties (through 1985). Over the
longer period 1970-85, its growth is just slightly over the national
average. This long term “regression toward the mean” is found in
the slow growing States of the seventies as well. Consider a North-
eastern State, say, New Jersey. In the seventies, it grew less than
half as fast as most energy. producing States; in the eighties, it has
grown far faster; its 1970-85 growth is very close to the national
average and the growth rate for previously “high flying” Wyoming.

A measure of the dispersion of growth rates is the coefficient of
variation (the standard deviation divided by the mean). During the
seventies, the coefficient of variation was 0.312. In the 1980-85
period it was a higher 0.861, suggesting more variability in growth.
Yet over the whole period 1970-85, that coefficient is a relatively
low 0.256. Price shocks (or other shocks) that temporarily give a
region an advantage or disadvantage tend to reverse or be offset in
the long run. Resources move in response to any advantages intro-
duced by the shocks, reducing their initial impact.

The above discussion is not a comprehensive treatment of the de-
terminants of interstate income differentials. Its sole purpose is to
demonstate that growth variations in the eighties in some sense
were corrective of marked differentials created in the seventies,
largely from price shocks. Other factors have long-term growth ef-
fects, such as State and local policy.2 There is nothing, however, in
the recent growth experience that suggests some regions of the
country are being denied the fruits of economic progress in any
meaningful long-term sense.

2See, for example, the staff study for this Commuttee by Richard K. Vedder, "State and Local
Economic Development Strategies. A Supply-Side Perspective” (Washington, DC U S. Govern-
ment Printing Office, 1981).




1V. TAX STRUCTURE AND TAX BURDEN

One of the major determinants of the degree of economic equity
in a society is the relative burden of taxation borne by people with
differing incomes. Historically, the basic thrust in 20th century
America has been in the direction of imposing a larger tax rate on
people with high incomes, apparently ir the belief that this method
of taxation will assure a more unequal tax burden in the country.
If the taxable income producing activity of individuals is independ-
ent of the rate at whic% such activity is assessed, one cannot argue
with such a line of reasoning. However, the independence assump-
tion does not square with a large body of empirical evidence. It
seems quite clear at this time that there are “dynamic” effects at
work where the taxation of income is concerned that call into seri-
ous question the premise that higher rates of taxation on large in-
comes will lead to a more unequal distribution of the tax burden in
an economy.

THE HISTORICAL RECORD

There has been a remarkable amount of variation in the pattern
of income taxation in the United States since the inception of the
Federal income tax in 1913. By the end of World War I the maxi-
mum marginal tax rate had escalated to 77 percent from an initial
level of 7 percent.! It fell to 73 percent from 1919 through 1921 and
then declined during the 1920’s when, at the urging of Secretary of
the Treasury, Andrew Mellon, it was reduced in a series of tax re-
ductions until it stood at 24-25 percent. The effects of the Mellon
tax cuts are well documented.2 They produced a substantial redis-
tribution of the burden of the Federal income tax in the direction
of making it more unequal, i.e., shifting the burden toward those at
the high end of the income distribution.

Nevertheless, the lessons of that experience went largely unheed-
ed. During the years of the Great Depression, the maximum mar-
ginal tax rate returned to the vicinity of the pre-Mellon tax cut
days, peaking at 81.1 percent in 1940. From then through the early
1960’s, the maximum marginai tax rate was never less than 81 per-
cent and was as high as 94 percent. Beginning in 1964, it was cut
back to 70 i)lercent in a series of steps that became known as the
Kennedy-Johnson tax cuts. The philosophy underlying this reduc-
giox; in tax rates was quite succinctly stated by President Kenne-

y:

! For a description of the history of maximum marginal tax rates in the United States, see
U.S. Department of Commerce, Historical Statistics of the United States (Washington, DC: U.S.
Goverment Printing Office, 1974).

2 See, e.g., Christopher Frenze, The Mellon and Kennedy Tax Culs: A Review and Analysis,
(S)tﬁ_ff St\;)%)é.).)oint Economic Committee of Congress (Washington, DC: U.S. Government Printing

ice, 1982).
3 Speech to the Economic Club of New York, Dec. 14, 1962.
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Our true choice is not between tax reduction, on the one
hand, and the avoidance of large federal deficits on the
other. It is increasingly clear that, no matter what party is
in power, as long as our national-security needs keep
rising, an economy hampered by restrictive tax rates will
never produce enough revenue to balance the budget—just
as it will never produce enough jobs or enough profits. In
short, it is a paradoxical truth that tax rates are too high
today and tax revenues are too low—and the soundest way
to raise revenues in the long run is to cut tax rates now.

These reductions produced outcomes very similar to those ob-
served in the wake of the Mellon round of tax cuts.# Again, though,
past experience was ignored by a host of commentators when a fur-
ther reduction in maximum marginal tax rates was legislated in
1981. Under the Economic Recovery Tax Act (ERTA) of that year,
the maximum marginal tax rate on personal income was reduced
to 50 percent. This legislation was widely viewed as being a “rich
man’s’ tax cut and a rather heated debate in the media, congres-
sional hearings, and technical journals ensued.®

Our interpretation of the evidence developed during this contro-
versy is that the post-1981 experience is quite consistent with earli-
er historical developments. A good summary of the nature of that
historical experience is contained in a Joint Economic Committee
study conducted by Professor Vedder and Philippe Watel.® Using
standard econometric techniques, data for the period 1954-82 are
analyzed. The results indicate that the elasticity of income tax rev-
enues with respect to the maximum marginal tax rate is a negative
0.75 for those at the very top of the income distribution.” This im-
plies that a reduction in marginal tax rates will generate an in-
crease in tax revenues, other things held equal.

NEew Data Sources

Just recently, data have become available from the Department
of the Treasury which describe the relative ircome tax burdens in
the American economy for various years by percentiles of those
who filed tax returns, where the percentil are determined by the
adjusted gross income reported on the tax return.® These data have
the advanage of being based on exact counts of tax returns for pur-
poses of determining the various percentile demarcations. This re-
solves one area of contention in the interpretation of previous data
sets where various interpolative techniques had to be used to iden-
tify percentile groupings.

4 See Frenze, op. cit., for details. .

3 The nature and scope of the debate is described in Richard Vedder and Lowell Gallaway,
"g‘glse Changing Burden of the Federal Individual Income Tax, 1981-1983,” Tax Notes, Mar. 25,
1

8 Richard K. Vedder and Philippe Watel, Tax Avaidance, Tax Equity, and Tax Revenues: The
Impact of Marginal Income Tax Rate Changes in the United States 1954-1982, Study &repared
for the Joint Economic Committee, Congress of the United States, 98th Cong., 2d sess. (Washing-
ton, DC: U.S. Government Printing Office, 1984). .

71bid., pp. 11~13. The definition of an upper income group is $50,000 annual income in 1967
prices.

8 This information has been supplied to the authors by the staff of the Joint Economic Com-
mittee of Congress.
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This data source also is useful in that it provides information for
selected years beginning with 1949. For our purposes the critical
data is that describing the tax shares, or tax burden, by percentile
groupihgs. Table 4-1 summarizes the pertinent figures for the
years 1949, 1959, 1969, and 1981-84. At first glance, the most strik-
ing feature of the data is the behavior of the tax share at the ex-
tremes of the distribution. At the high end, the top 1 percent of
income earners, the tax share stands at 31.69 percent in 1949, falls
to a minimum of 18.05 percent in 1981, and then rises to 21.34 per-
cent in 1984. At the other extreme, in the bottom half of the ad-
justed gross income distribution, the share of income taxes falls
rather consistently in the post-World War II period, from 13.95 per-
cent in 1949 to the low 7 percent range in the 1980’s.

TABLE 4-1.—PERCENTAGE SHARE OF FEDERAL INCOME TAX PAID, BY PERCENTILE, DISTRIBUTION
OF ADJUSTED GROSS INCOME, VARIOUS YEARS, UNITED STATES, 1949-84

Percentage share of lncome tax paid in
Percentile, adpsted gross mcome
1949 1959 1969 1981 1982 1983 1984
Top 1 31.69 22.36 19.97 18.05 19.41 19.93 2134
2nd to 5th 1309 16.16 15.56 16.89 1662 12.31 12.87
6th to 10th, 933 10.59 11.90 13.31 1236 12.59 11.72

R LTI ———— 1540 20.52 2236 23.98 4,03 23.29 2285
26th to S0th... . 1664 1972 20.48 2032 20.23 19.1 1891
51st to 100th.. 13.95 10.65 973 145 138 117 131

Soutce: US, Department of the Treasury,

A similar pattern at the upper end of the income distribution is

identified if we define it as consisting of the top 5 percent of adjust-
ed gross incomes. In 1949, this group accounted for 44.78 percent of
|

tax collections. By 1981, this had declined to 34.94 percent and it
subsequently rose to 39.21 percent in 1984.

TAXPAYER BEHAVIOR AT ToP OF THE INCOME DISTRIBUTION

The most recent (1981-84) patterns of movement in the distribu-
tion of the burden of the Federal income tax in the United States
are remarkably consistent with the previously described responses
of high income individuals to changes in maximum marginal tax
rates. The detailed information provided in the Treasury Depart-
ment data shows that, between 1981 and 1984, the tax payments of
the top 1 percent of the income distribution rose over four times
faster than did tax collections in the aggregate. The increase among
the top 1 percent was 25.1 percent compared to a 6.0 percent in-
crease over all. And, this occurred despite a decline in the effective
tax rate for the top 1 percent that was over twice as great as the
population wide drop (4.25 percent compared to 1.94 percent).

This differential pattern of change in tax receipts produced by
the upper end of the income distribution generated a reduction in
the degree of equality (an increase in inequality) in the distribution
of the tax burden. Between 1981 and 1984, the amount of equality
in the tax burden distribution, as measured by a Gini coefficient,
decreased by 4.8 percent. The tax burden Gini coefficients for the
years 1981-84 are shown in Table 4-2.
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TABLE 4-2.—GINI COEFFICIENTS, DISTRIBUTION OF TAX BURDEN BY ADJUSTED GROSS INCOME,
UNITED STATES, 1981-84

Yeat Gini coefficient
L9B1.eo ot eeeessssmses e cosmsan esasmae st e 5 SRR 4 518 SRR RRSSRRAARR SRR SRRSSRR 0 SERRE 8 1 SRRRER s ASRER EESRE OREE 6200
1982, erteseesssessee s 8 484888 AR SRR ERRRRR £ SR BERS S10 ESRRARR SRR £ 6235
983 oot eaeeseesesaees e asrasee . Sseeesas S SRR RRR 28 38488 8 SR R BSRRRR R SRR RS SRR BRERS 6318

1984..oruuuees esmmssssssessssess ssessnns ¢ AR AAREE SRR SARRRR ARS8 REERRRRES £13 SRRR 5 S0 RRRRS RRRRRRRRRRRRRRRE S eRRRRRES 6381
Sources: U.S. Department of the Treasury, and authors’ calcutations. .

THE CHANGING PosITioN oF THE “MIpDLE” CLASS

There is a second important implication of the Treasury tax
data. They clearly imply a profound set of changes in the economic
status of the ‘“middle” class in America. It is always difficult to.
:)fperationally define what is meant by the “middle” class. However,
if we view it as consisting of those percentile groupings of the ad-
justed gross income distribution between the 5th and the 50th per-
centiles, some startling patterns of movement in relative tax bur-
dens can be identified. Table 4-3 provides a regrouping of the basic
Treasury information into three categories, the top 5 percent, the
6th to 50th pencentiles, and the 51st to 100th percentiles. Of
cimrse, the second of these groups is what we will call the “middle”
class.

TABLE 4-3.—PERCENTAGE SHARE OF FEDERAL INCOME TAX PAID, BY PERCENTILE, DISTRIBUTION
OF ADJUSTED GROSS INCOME, VARIOUS YEARS, UNITED STATES, 1949-84

Percentage share of income tax paid in

Percentie, adpusted grass income

199 1959 1959 1981 1984
Tp5 “m 38.52 35.53 34.94 3921
6th to 50th 0.2 5033 5474 57.61 5348
515t 10 200t es o s 13.95 10.65 913 145 131
Source: U.S. Department of the Treasury,

Between 1949 and 1981, a remarkable transformation in the tax
status of the “middle” class occurred. At the outset of the post-
World War II era, this portion of the population contributed 41.27
percent of tax revenues. In 1981, their share had risen to 57.61 per-
cent, an increase in their relative tax burden of almost 40 percent.
In the interval 1949 to 1981, the “middle” class was progressively

“squeezed” by the twin pressures of inflation induced “bracket
creep” and a persistent tendency to redesign the income tax system
in a fashion that reduced the tax burden at the bottom of the
income distribution. Remember, the tax share of the bottom half of
the income distribution falls consistently in the post-World War II

riod.

Since 1981, though, there has been something of a reversal in
this pattern. The tax share of the “middle” class has fallen to 53.48
percent, recovering one-fourth of the losses incurred between 1949
and 1981. And, this has not been accomplished at the expense of
those at the bottom of the adjusted gross income distribution. The
tax share of the bottom 50 percent actually fell slightly, from 7.45
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to 7.31 percent. All of the shifting of tax burden has been in the
direction of increasing the tax share of the upper 5 percent of the
income distribution. Thus, if one were to attempt to characterize
the Economic Recovery Tax Act of 1981 in terms of who it benefit-
ed in a tax distribution sense, the phrase “ ‘middle’ class revolu-
tion” would not be inappropriate.

CONCLUSIONS

At a point in time when tax reform is a major subject of current
discussion, the lessons learned from the totality of our past experi-
ence and, in particular, from our more recent excursions into the
realm of changing the tax system, are of particular importance.
The message from the data seems clear. Reductions in the maxi-
mum marginal tax rates in the economy have the impact of dispro-
portionately stimulatir~ taxable income generating activity at the
very top of the adjusted gross income distribution. Such increases
offer the potential for relieving the “middle” class in America of
the increasing tax burden that it was forced to assume in the years
1949-81. It should not go unnoticed that in 3 short years, under the
regime of the lowest maximum marginal tax rates since the Mellon
years, the “middle” class has been able to recover a very signifi-
cant portion of the losses it has suffered at the hands of a tax
system that consistently shifted the burden of taxation toward
them. Certainly, the evidence seems incontrovertible that the
major beneficiary of the 1981 cut in the maximum marginal tax
rate was the “middle” class.
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V. THE WAR ON POVERTY: ANATOMY OF A FAILURE

An extremely important dimension of the pattern of income dis-
tribution in the economy is the incidence of very low incomes, com-
monly called poverty. The issue of poverty emerged in a “new”
form in the early years of the decade of the 1960’s, in a sense,
being rediscovered at that time. After the depressed economic con-
ditions of the 1930’s, the post-World War II era had been one of rel-
ative prosperity. However, c¢irca 1960, it began to be seriously
argued that poverty in the United States could no longer be re-
duced effectively by relying solely on the normal processes of eco-
nomic growth.! The thrust of this argument was that there was a
growing class of people in the United States who, increasingly,
found themselves divorced from the mainstream of American eco-
nomic activity.

The public policy implications of this notion, which came to be
known as the “structural poverty” hypothesis, are diverse. On the
one hand, it can be used to argue for the establishment of a variety
of special programs designed to eliminate the unique handicaps of
the “structurally” poor. Such an approach presumes that the objec-
tive of public policy is to make the benefits of economic growth
available to the poor through increasing their access to the labor
market. However, there is an alternative interpretation of the
meaning of the “structural poverty” thesis for the design of eco-
nomie policy. It can be used in a negative fashion to deny the possi-
bility that the poor can be moved into the mainstream of economic
life. This would suggest that the only effective way to help the
g}:eat mass of the poor is through direct money income transfers to
them.

These alterrative interpretations of the significance of the
“structural” hypothesis have imparted a certain schizophrenic
quality to public policy with respect to the elimination of poverty.
At times, especially in the early years of what was christened “The
War on Poverty,” the positive interpretation dominated and the
thrust of public programs ostensibly was oriented toward eliminat-
ing the ‘“handicaps” faced by the poor, those factors that were cre-
ating “structural” poverty. A reading of the Economic Report o/ the
President transmitted to the Congress in January 1962 confirms
this emphasis. The pertinent secticns of the report speak of people,
‘“whose poverty is barely touched by * * * improvements in gener-
al economic activities.” 2 It goes on to note that, “To an increasing

! Representative works arguing this position are John Kenneth Galbraith, The Affluent Socie:
ty (Boston. Houghton Mifflin, Co., 1958) and Michael Harrington, The Other America (New York:
Macmillan, 1962).

;Econamic Repirt of the President (Washington, DC: U.S. Government Printing Office, 1962,
p. 9.

(29)
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extent, the poorest families in America are those headed by * * *
people who are shortchanged even in time of prosperity.” 2

The specific policy recommendations of that 1962 Economic
Report arc equally revealing, especially in the area of public wel-
fare and assistance. President Kennedy supported a, ‘“substantial
revision in our public welfare and assistance programs, stressin
rehabilitation services which help to restore families to independ-
ence.” 4 This is confirmed in his message to Congress that accompa-
nied proposed welfare reform, a statement that led the New York
Times to comment that the President’s stance, “stems from a recog-
nition that no lasting solution to the [poverty] problem can be
bought with a welfare check.” &

His successor in office, Lyndon Johnson, echoed these views. By
the time of his first Economic Report, the term, “War on Poverty,”
had already been coined and, consequently, the Report provided a
very detailed plan for dealing with the problem of poverty in the
United States. There are 11 specific strategies that are spelled out
to reduce the volume of poverty. Only one, the 11th on the list, is
connected in any way with simple money income transfers and it is
confined to, “Assisting the Aged and Jisabled.” ¢ If there were any
doubt about the character of the emphasis of the Johnson propos-
als, it is resolved by the textual discussion that follows the detail-
ing of antiproverty strategies. In a very clear and unambiguous
fashion, it is stated that, ‘“‘the major thrust of our campaign must
be against causes [of poverty] rather than symptoms.” 7

RueToRrIC VERSUS REALITY IN THE WAR ON POVERTY

Clearly, the rhetoric of the War on Poverty at its inception es-
poused the “positive” policy implications of the structural poverty
hypothesis. For example, at the signing of the initial antipoverty
legislation, in August 1964, the President proclaimed that, “the
days of the dole in this country are numbered.” 8 The reality that
ensued, however, was ‘alinost exactly the opposite. Within 2 years
of the passage of that legislation, the volume of cash public assist-
ance payments began to rise at a remarkable pace. Between 1965
and 1966, the increase in the real volume of such payments was
9.93 percent and this was not atypical of these years ahead.? For
the 5 years 1965 through 1970 the average annual rate of increase
in real cash public assistance was 9.53 percent. This compared to
an average annual rate of increase over the 15-year period 1950-65
of 3.76 percent.

Perhaps, though, the sharp rise in the flow of cash public assist-
ance payments after 1965 was simply an attempt to “make up” for
years of denial of assistance to the poor in American society. While

3 0p. cit., pp. 9-10.

4 Op. cit,, p. 10

s b}:w York Times, Feb. 2, 1962, “Relief Is No Solution.”

¢ Economic Report of the President (Washington, DC: U.S. Government Printing Office, 1964),
it

p. 73.

7 Op. cit., pp. 77-T8. ) . . )

8 For a report of this act, see New York T¥mes, Aug. 21, 1964, “Johnson Signs Bill To Fight
Poverty; Pl Fes New Era.” . )

9 Cash public assistance is defined as public assistance plus supplemental security income

(SSI) less medicaid and social services. These are reported by the Social Security Administration
in various issues of the Soctal Security Bulletin.
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conceivable, the available evidence is not consistent with that pos-
sibility. Between 1950 and 1965, real cash public assistance per
poor person in the United States rose much more rapidly than real
per capita gross national product. Details are provided in Table 5-
1. The data indicate that the proportion of society’s income being
devoted to cash public assistance payments was on the rise all
through the early post-World War II period while the proportion of
people with money incomes below the accepted poverty threshold
was declining sharply. These numbers should not be surprising.
One of the major concerns of the Yeriod immediately prior to
launching the War on Poverty was welfare reform, reflecting an in-
creasing dissatisfaction with a state of affairs which, to many,
seemed to be leading toward more, not less, welfare dependency.
Certainly, the previously cited statements of both Presidents Ken-
nedy and Johnson seem to betray such a concern.

TABLE 5-1.—CASH PUBLIC ASSISTANCE, PER POOR PERSON, AND GROSS NATIONAL PRODUCT, PER
CAPITA, UNITED STATES, 1950-65 (CONSTANT PRICES: 1950=100)

Year assistance per product per

1950 100.0 100.0
1953 130.2 1123
1954 1232 108.8
1985 1415 113.8
1956 1487 114.1
1987 155.7 1141
1958 153.7 115
1959 161.3 1161
1960 164.8 115.6
3 169.9 116.6
1962 184.7 121.5
1963 207.4 124.6
1964 219.2 1294
1965 2465 135.5

Soeces. U'S. Department of Commerce and Sl Securty Administration.

What happened in the mid-1960’s? Why, despite apparent inten-
tions to the contrary, did the “dole” become a more significant part
of American life? The answers to these questions are complex and
beyond the scope of this inquiry. However, whatever they may be,
the end result can be characterized as representing a shift in phi-
losophy away from a concept of “equality of ofpportunity” for the
poor toward a desire for “equality of outcome” for them.

In many ways, as the 1960’s progressed, adopting the equality of
outcome approach became the path of least resistance. The early
evaluations of the various “opportunity enhancing” programs were
not encouraging.l® Besides, there were questions of economy in-
volved. It is important to recognize that the egqality of opportunity
approach was not adopted in an attempt to reduce the cost of elimi-
nating poverty. Most of the early arguments in its favor empha-
sized that it would be more costly in the short run than a simple
increase in the size of welfare checks. The 1964 Economic Report of

10 For a summary discussion of the thrust of these evaluations, see Charles Murray, Losing
Ground (New York: Basic Books, 1984), ch. 2, pp. 33 fI.
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the President discusses in detail how easy it would be to eliminate
poverty through a simple transfer of income but then goes on to
say that this is not the way to approach the problem, remarking
that, “It will be far better, even if more difficult, to equip and
permit the poor of the Nation to produce and earn the additional
[income].”’ 21

IMPLICATIONS OF THE SHIFT IN PoLicy EMPHASIS

The moverment in the direction of greater reliance on direct
income transfers as a way of reducing poverty had profound impli-
cations. It has log been recognized that there are two possible ef-
fects of direct income transfers to the poor. On the one hand, there
is the desired “income enhancing” dimension of a transfer. Howev-
er, in addition, there is the possibility that the income transfers
will discourage work effort on the part of the poor, leading to a
“canceling out” of some of the income enhancing effects.!2 In fact,
it is conceivable that in some situations, where the implicit tax on
work effort created by foregone income transfers is very large, that
the money income of many poor or near-poor people could be re-
duced by a heavy reliance on income transfers as a device to elimi-
nate poverty.!3

The way in which these two contrasting effects operate has been
aptly illustrated in an analysis conducted by Sheldon Danziger and
Robert Plotnick.'* Using data for all persons living in families
headed by persons aged 20 to 59 (and not in the armed services)
they estimate that $12.6 billion (1983 dollars) of cash transfer pay-
ments in 1967 produced a reduction in poverty, net of disincentive
effects, of 0.7 percentage points. By 1974, the volume of cash trans-
fers had risen to $26.6 billion (1983 dollars) and the cumulative net
reduction in poverty had increased to 1.0 percentage points. Thus,
over the interval from zero to $12.6 billion in cash transfers, the
marginal reduction in the poverty rate per billion dollars of trans-
fers was 0.056 percentage points. However, between $12.6 and $26.6
billion in transfers the marginal reduction in the poverty rate was
only 0.021 percentage points per billion of transfers.

1% Economic Report of the President (Washington, DC: U.S. Government Printing Office, 1964).
Similar views were being expressed in important media outlets during these years. See, e.g.,
New York Times, Feb. 2, 1962, “Relief Is No Solution.”

12 Empirical evidence consistent with this possibility appeared rather early in the professional
journals in economics. See, e.g., Carl T. Brehm and Tgomas R. Saving, “The Demand for Gener-
al Assistance Payments,” American Economic Review, December 1964; Lowell E. Gallaway,
“Negativ* Income Taxes and the Elimination of Poverty,” National Tax Journal, September
1966; and Hirschel Kasper, “Welfare Payments and Work Incentive: Some Determinants of the
Rates of General Assistance Payments,” Journal of Human Resources, winter 1968,

13 The possibility that the availability of transfer payment income might actually reduce the
money income of some individuals through work disincentives is a very real one. If leisure (non.
work time) has positive value to peogle. the provision of transfer payments of the money variety
to someone could very well induce them to reduce the volume of their work effort by enough to
produce a lower level of money income. This is specivlly the case if the penslties (in the form of
lost transfer payments) for working are substantial. It 1s easy to picture situations in which the
implicit tax on work effort from this source is 100 percent, or more, when costs of getting to and
from work, child care, and various taxes, such as State and local income tax and social security
taxes, are taken into account. Add to this the fact that many transfers are of the noncash varie-
ty and the possibility of reduced money income is enhanced.

4 The Danziger-Plotnick findings are reported in Children 1n Poverty, Committee Print, Com.
mittee on Ways and Means, U.S. House of Representatives (Washington, DC: U.S. Government
Printing Office, 1985), pp. 157-58.
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Decreasing marginal rates of poverty reduction raise the possibil-
ity that there is a threshold level of income transfers beyond which
additior. al transfer payments actually increase the poverty rate
rather than decrease it. A linear extiapolation of the Danziger-
Plotnick findings indicates that the marginal vate of poverty reduc-
tion may actually have become uegative av 1974 levels of cash
transfers. See Figure 5-1.

Figuee 5-1: Marginal Poverty Reduotion Rates
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The Danziger-Plotnick results are strikingly suggestive of a hy-
pothesis that has been suggested by several commentators on the
nature of poverty in the United States.!® Their thesis is that the
level of transfer, or welfare payment, income has reached such pro-
portions that its associated work disincentive efiects lead to higher
observed rates of official poverty. In a more technical vein, we dem-
onstrate in Appendix 5-1 that the relationship between the .aar-
ginal rate of poverty reduction and the level of income transfers
shown in Figure 5-1 is exactly consistent with a relationship be-
tween the overall poverty rate and the magnitude of income trans-
fer that we call the Poverty-Welfare Curve.1¢ See Figure 5-2.

15 See, e.g., Murray, op. cit.; George Gilder, Wealth and Poverty (New York: Basic Books,
1980); and Warren 'I. Brookes, The Economy in Mind (New York: Universe Books, 1982), ch. 7.

18 We have made this argument elsewhere. See, in pnrticulnr, our (with Therese Foster), “The
‘New' Structural Poverty: A Quantitative Analysis,” in War on Poverty—Victory or Defeat?
Hearing, Subcommttee on Monetary and Fiscal Palicy, Joint Economic Committee of the Con-
gress of the United States, 99th Cong., 1st sess. (Washington, DC, U.S. Government Printing
Office, 1986), pp. 8-47. See, also, our Paying Peof le To Be Poor (Dallas, TX: National Center for
Policy Analysis, 1986).
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SoME ESTIMATES OF THE POVERTY-WELFARE CURVE

The concept of the Poverty-Welfare Curve is an intriguing one,
especially since it may offer an explanation for a puzzling aspect of
the behavior of the pov-rty rate in recent years. Following the in-
ception of the War on Poverty, the official poverty rate in the
United States declined quite consistently through 1973, at which
point, it stood at 11.1 percent. After 1973, though, it has shown a
tendency to increase over time, reaching a post-1965 high of 15.3
percent in 1983. This is a tale that is quite consistent with the mar-
ginal rates of poverty reduction that emerge from the Danziger-
Plotnick analysis. Is it coincidence that Figure 5~1 shows the mar-
ginal rate of poverty reduction turning negative at roughly 1974
levels of cash transfers, just 1 year after the poverty rate reaches
its hisluric low? To explore this possibility more thoroughly, we
have formulated a statistical model based on Appendix 5-1 and
have estimated a number of different versions of the Poverty-Wel-
fare Curve.

These first estimates introdtice a variety of measures that are de-
signed to control for the impact of general economic conditions on
the aggregate official poverty rate. This must be done in order to
allow for the porsibility that the post-1973 behavior of the poverty
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rate reflects nothing more than variations in the overall level of
economic activity. The particular variables used to control for
broad economic conditions are various data series that describe
changes in the rate of unemployment and levels of real income in
the United States.

The argument presented in Appendix 5-1 indicates that the rela-
tionship between the level of income transfers and the poverty rate
that is suggested by the concept of the Poverty-Welfare Curve can
be expressed in a quadratic form of the following type:

(1) P=a— bA 4 cA?

where P denotes the poverty rate and A is the volume of public
income transfers (or aid) provided in the society.

Initially, the specific measure of income transfers we use is per
cspita Federal public aid, measured in 1980 dollars.!? This statistic
is both a more inclusive and & less inclusive one than that em-
ployed by Danziger and Plotnick. It is more inclusive in that it in-
cludes certain types of noncash transfers, such as food stamps and
medicaid payments. This would seem desirable since it would be ex-
pected that there would be work disincentive effects associated
with noncash transfers as well as with cash transfers. At the same
time, it is less inclusive because it does not take account of non-
Federal income transfers. However, at the start we think it desira-
ble to focus on the impact of Federal programs by themselves.
Later, we wil! take into consideration the non-Federal contribu-
tions to real income transfers.

Employing the aforementioned quadratic form for describing how
income transfers and the poverty rate interact means that the gen-
eral relationship between poverty and the factors we hypothesize to
affect it is:

(2) P= f(Y) U) A) A2)

where Y denotes a measure of the level of real income in the
United States and U represents the unemployment rate. The spe-
cific measure of income that is used is real per capita national
income and the time period chosen for analysis is 1953-83.

A number of possible ways of specifying an estimating egnation
that embc-dies the relationships of expression (2) are possib.e, de-
pending on the way in which the poverty, income, and unemploy-
ment variables are handled. Of special importance is the treatment
of the unemployment variable. The evidence indicates that, early
in the period 1953-83, the impact of unemployment on poverty was
weaker than in the later years.!8 A part of the problem is the
upward drift in the unemployment rate associated with an increase
in the ‘“natural,” or equilibrium, rate of unemployment in the
American economy that is characteristic of the 1970’s. Part of that
rise in the natural rate of unemployment itself may trace to the
increasing volume of public aid. Such aid has the potential of modi-
fying people’s labor market search behavior in a way that is likely

17 Federa! public aid includes Aid for Families with Dependent Children (AFDC), Supplemen-
tal Security Income (SSI), Medicaid, food starﬁps, and certain work training Jprograms.

18 Evidence of this may be found in “The ‘New’ Structural Poverty * * *} or. cit., p. 12, where
regression equations relating the poverty rate to income and unemployment levels are reported
for the time intervals 1953-72 and 1973-83.
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to producé increases in the observed unemployment rate. Thus, it
may be hypothesized that the unemployment rate is a function of a
certain set cf factors and the level of public aid. Our preferred
method of dealing with this problem is to invoke an unemployment
model reported in a 1982 staff study for the Joint Economic Com-
mittee and to hypothesize the follow:ng:1®

(3) U= f(W) D, Pn A)

where W derotes the level of money wage rates in the economy, D
represents the gross national product (GNP; deflator, and P, is the
average output per unit of labor. The advantage of this approach is
that it permits the aid variable in a general estimating equation
for poverty to capture the effects of the upward move in the natu-
ral rate of unemployment chat may be attributed to increases in
public aid.

Employing standard U.S. Government data sources for the varia-
bles described thus far (described in detail in Appendix 5-2 and
shown, in part, in Table 5-2), a number of different versions of ex-
pression (2) have been estimated. Some contain the expanded un-
employment notion embodied in (3) and others use the convention-
al measure of unemployment (in both linear and logarithmic form).
In addition, several different forms of the income variable and
linear and logarithmic values for the dependent variable, the pov-
erty rate, are employed. All told, some 40 different versions of (2)
have been estimated for purposes of this discussion. This was done
in an effort to determine whether the statistical importance of the
puol:ilicl: aid variables is sensitive to the formulation of the statistical
model.

TABLE 5-2 —POVERTY RATE, UNEMPLOYMENT RATE, REAL PER CAPITA FEDERAL PU.,LIC AID, AND
REAL PER CAPITA NATIONAL INCOME, UNITED STATES, 1953-83

[Doftar values i 1980 prices)

Percanlage Rea! per capdta

Year
Povety rate Umgﬁ’,’"‘"‘ Federal public a9 Nabonal income

1953 %.2 29 $2631 $5,833
1954 - 29 5y 26.83 5,691
1955 A, 4 21.98 6,146
1956 2. Wt 28.00 6,298
1957 2 43 28.84 6,229
1958 3.1 68 29.98 5,985
1959 24 5.5 33.16 6,382
1960 2.2 55 32.64 6,420
1961 219 6.7 3510 6,444
1962 210 5§ 40.11 6,763
1963 195 51 4215 6971
1964 190 52 44.49 1219
1965 113 45 48.40 1,721
1966 147 38 56.57 8,124
1967 - 142 38 6540 8,248
1968 S 128 36 71654 8,581
1969 cincnsconirmmssis oo 121 35 81.22 8,667

1? Lowell Gallaway and Richard Vedder, “The ‘Natural' Rate of Unemployment,” Staff Study,
Subcommittee on Monetary and Fiscal Policy of the Joint Economic Committee, Congress of the
United States (Washington, DC: U.S. Government Printing Offive, Dec. 17, 1982).
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TABLE 5-2.—POVERTY RATE, UNEMPLOYMENT RATE, REAL PER CAPITA FEDERAL PUBLIC AID, AND
REAL PER CAPITA NATIONAL INCOME, UNITED STATES, 1953-83--Continued

[Dottar vakes 1n 1980 prxces)

Percentage Real per capta

Yea
Povesty rate Unem&l;)eymenl Federal pubi ad  National income

126 49 100.19 8425
125 5.9 12749 8,555
119 56 153.18 9.070
111 49 158 25 9,506
11.2 56 159.62 9,088
123 85 193.10 8,799
18 11 21612 9,190
116 11 218517 9,594
114 61 21.19 9,986
117 58 2246 10,072
130 11 216.78 9316
140 1.6 22036 9,311
150 9.7 192.66 8,993
153 9.6 197.54 9,331
144 1.5 NA 9,916

Source See Appendix §+2.

An analysis of the results indicates that the public aid variables
perform in a consistent fashion, regardless of the overall form of
the estimating equation. In all 40 versions, the linear aid variable
has a negative sign and the quadratic aid variable has a positive
one. As to the statistical significance, 35 of the linear and 36 of the
quadratic coefficients are significant at the 5 percent level.2° From
the standpoint of the stability of the coefficients, the minimum
values in the various groupings range from 55.6 percent to 90.6 per-
cent of their respective maximum values. (See Table 5-3.) Thus, in
general, the public aid variables in the various forms of the esti-
mating equation tend to confirm the hypothesis that transfer pay-
ments eventually become counterproductive when used as a policy
device to reduce the incidence of poverty in the economy. In short,
they support the existence of the Poverty-Welfare Curve.

TABLE 5-3.—ANALYSIS OF REGRESSION COEFFICIENTS FOR REAL PER CAPITA AID VARIABLES, 40
STATISTICAL MODELS EXPLAINING BEHAVIOR OF 